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Summary 


This year,in contrast to 1977, Brazil will not make further 
progress on its two most important economic priorities, 
inflation and an external balance. The effects of a drought 
on soybean, rice, and corn production in Brazil's southcentral 
agricultural regions and excessive monetary expansion means 
it is unlikely that there will be any significant reduction 
in the annual rate of inflation in 1978 from the 39 percent 
registered in 1977. With the expected reduction in soybean 
export receipts and lower world coffee prices the small sur- 
plus in the trade account in 1977 will not be repeated this 
year. Economic growth is not expected to exceed the 4.7 
percent of last year. 


Performance in the industrial sector picked up in the first 
half of 1978 but was uneven and the outlook is for slow growth 


by Brazil's historical standards. Recovery in automobile 
output and household appliances was sharp while satisfactory 
growth was achieved in steel, chemicals and aluminum. Con- 
struction and capital goods output was down and food processing 
stagnant. 


Energy consumption is rising faster than the rates of economic 
growth. Brazil's projects for energy independence through 
hydroelectric and nuclear power production are going ahead. 


Real output of the agriculture sector in 1978 will probably 
not exceed 1977, and the drop in export earnings from coffee 
and soybeans will be the main cause of a trade deficit for 
the year. 


Brazil's foreign debt by the end of 1978 is now estimated 

at up to $40 billion while exchange reserves are also growing 
and could reach $10-11 billion at year end due to borrowing 
in excess of needs. Thus the overall balance of payments 

for 1978 will show a surplus despite a trade deficit of 

$500 to $700 million. 





Looking ahead the main positive indicators are a probable 
substantial increase in export earnings in 1979, mainly from 
agriculture, and a large reserve cushion going into the new 
year. Continued inflation, large debt service requirements 
and some slowing down of investment imply continued economic 
growth at modest rates. 


Part A: Current Economic Situation and Trends 


Inflation and Monetary Policy 


After the progress made reducing the rate of price increases 
during the last half of 1977, sharply rising agricultural 
prices due to poor harvests in southern Brazil and excessive 
monetary expansion contributed to an increase in inflationary 
pressures during the first half of 1978. The General Price 
Index (for goods sold only on the domestic market) increased 
21.2 percent in January - June 1978 and 37.3 percent over the 
previous 12 months (July 1977 - June 1978). The Wholesale 
Price Index registered a 22.5 percent increase through the 
first six months of 1978 and 37.1 percent through the previous 
12 months; while the Rio Cost of Living showed increases of 
19.5 percent and 38.0 percent over the respective periods. 
The outlook for the year, therefore, is for inflation approx- 
imately equal that of 1977, that is, 38-40 percent. 


A major factor in the acceleration of inflation in the first 
half of 1978 was the adverse effect of the drought on agri- 
cultural production. Wholesale prices of agricultural goods 
rose by 32.2 percent from the end of 1977 to the end of June 
1978. In an attempt to hold down rising food costs, the GOB 
authorized substantial imports of meat, corn, and wheat. The 
rate of increase in agricultural price rises may have peaked 
in June (5.0 percent during the month) and less inflationary 
pressure will be generated by this sector in the remainder 

of the year. 


Money supply growth in the first six months of 1978 approxi- 
mately equalled that of the same period of 1977. The 10.8 
percent growth of the money supply in January - June (38.3 
percent in the twelve months ending June 1978) exceeded the 
official target of 6.6 percent. Major factors contributing 





to this growth were an unexpectedly large inflow of foreign 
loan capital and drought relief for the afflicted agricultural 
sector. Bank of Brazil lending has remained within established 
limits, increasing approximately 16 percent in the first half 
of 1978. Based largely on foreign exchange inflows and 
increased time deposits, commercial bank lending increased 
about 23 percent in January - June 1978. 


The failure of monetary growth to remain within official 
targets prompted the imposition of further restrictive 
measures. In addition to extending indefinitely the additional 
5 percent reserve requirement for commercial banks established 
in October 1977, th’ GOB applied a 30-day non-conversion 
period to the proceeds of foreign loans in June and in late 
July raised the rediscount rate on borrowing from the Central 
Bank from 30 percent to 33 percent. Because of the continued 
sharp rise in foreign loans and exchange reserves and the 
implied monetary expansion, the GOB expanded the period for 
sterilization of foreign loans, first, to 120 days in July 
and, again, to 150 days in August. These measures postpone 
the injection of cruzeiro counterpart obtained through foreign 
loans into the economy until early 1979 when reserves normally 
decline. 


Industry 


An upsurge in consumer spending is helping industry to recover 
some of the momentum lost during the 1977 slump. While a 

6.4 percent rate of industrial growth during the first half 

of 1978 was considerably less than the 10.5 percent average 
during 1973 - 1975, it still compares favorably with the 3.9 
percent for 1977. Industrial employment indices for Sado Paulo, 
which had shown little upward movement in 1977, began increasing 
gradually to a point at mid-year of almost five percent above 
figures for a year ago. Rio de Janeiro and other urban 
industrial centers report even greater growth rates. Indus- 
trial capacity in most sectors is up after dropping during 1977. 


The automotive industry led the industrial recovery with a 

13.1 percent production increase, comparing the first semesters 
of 1977 and 1978. The industry produced a total of 510,843 
vehicles, a little more than half-way to the industry's long- 
sought goal of one million. The household appliances sector 





is another strong leader in the industrial recovery. Sales 

of six major appliance groups - refrigerators, blenders, floor 
polishers, black and white TV sets, color TV sets and trans- 
istor radios - were up 8.8 percent during the first semester. 
The 1978 World Soccer Cup matches occasionally paraly zed local 
business activity when Brazil was playing but kicked color 

TV sales up by 49.1 percent. 


Most basic industry sectors also showed gains in production 
for the first semester: steel, 8 percent; aluminun, 11.8 
percent; chemicals, 10 percent; and Portland cement, 8 per- 
cent. A dramatic increase in exports and start-up of the 
Cenibra Pulp and Paper Plant pushed up production (through 
May) of pulp by 15.7 percent and paper by 12.2 percent. The 
textile industry also had a successful first semester; pro- 
duction was up 6.5 percent, and sales - thanks to increased 
exports and cooler temperatures this year - were also satis- 
factory. 


The industrial recovery did not carry over to the civil 
construction sector which continued to be severely depressed 
by lack of financing and high costs. Building permits 
(measured in total square meters authorized) issued the 

first semester in Rio de Janeiro and Sdo Paulo dropped 8 

and 11.3 percent respectively. In Sado Paulo, new residential 
building starts were down 37.9 percent compared with the first 
semester of 1977. The decline in construction activity resul- 
ted in National Housing Bank efforts to alleviate the situ- 
ation by releasing an additional Cr$1 billion into the housing 
finance system. Also, increased public work expenditures as 
outgoing administrations in many states and municipalities 
hastened to complete ongoing projects before the change of 
administration in March 1979 brought some relief to this sector. 


The recovery also did not include the capital equipment 
industry as a whole. Production for the industry was slightly 
less than during the first semester of 1977, and backlogs for 
machinery had shrunk as much as 17 percent in one month. Heavy 
capital equipment production increased just 1.7 percent. The 
only outstanding performer was machine tools which increased 
production 15.7 percent, and exports by 113.1 percent. 





The outlook is for industrial growth to continue at a slightly 
lower rate in some sectors and end the year at about 6 percent. 
House appliance manufacturers expect sales to level off, but 
believe the market should grow at 7 percent. On the other 
hand, the observed downturn in private investment and the 
resultant effect on the capital goods industry remains a 
major concern. Some indicators of the downturn during the 
first half of 1978 were a drop in orders to the domestic 
capital equipment industry of 25.5 percent and a decline 

in some lines of imported equipment. The Industrial 
Development Council (CDI) noted that the total amount of 
investment in industrial projects approved during the first 
semesters of 1978 was Cr$13.9 billion or 17.7 percent less 
than that of the corresponding period in 1977. However, U.S. 
and other foreign firms continue to invest heavily in expan- 
sion and new projects. 


Energy 


During the first half of 1978, Brazil continued to be heavily 
dependent on imported petroleum, despite an impressive, 
vigorously enforced oil conservation program and the rapid 
expansion of hydroelectric power. From January through June, 
crude oil production totalled 35.2 million barrels, 0.1 per- 
cent less than output for a similar period in 1977, and just 
17 percent of the country's overall petroleum requirements. 
Decreasing production onshore in the Bahian Basin accounted 
for the decline, more than offsetting an increase in offshore 
production. Apparent consumption of all petroleum derivatives 
amounted to 183.3 million barrels, some 7.6 percent more than 
for the first six months of 1977. Consumption of diesel oil 
rose by 6.5 percent, gasoline by 7.1 percent and fuel oil by 
10 percent. Overall, petroleum derivatives accounted for an 
estimated 40-45 percent of Brazil's total energy consumption. 


As in 1977, exploration and development activities during 
the first half of 1978 were centered on offshore fields, 
particularly the Campos Basin. Delays have been encountered 
in the installation of production systems for Campos fields, 
which are scheduled to produce some 200,000 barrels per day 
by the early 1980's. Exploratory drilling has now begun 
under the first of the risk (service) contracts signed 





between Petrobras and international oil companies. A second 
risk contract negotiating round is near completion and a third 
is likely to begin before the end of the year. 


Alcohol, derived from sugar and designed to be mixed with 
gasoline in a 1:4 ratio, is being produced in increasing 
quantities, with a planned output of 2.5 billion liters for 
the 1978-1979 crop year, an increase of 56 percent over the 
Previous year. Under the National Alcohol Plan, up to 5 
billion liters may be produced by 1980. 


Hydroelectric power generation continued to account for 25 
percent of Brazil's energy production. By mid 1978, contracts 
for the 18 generators for the giant Itaipu hydroelectric 
project (12,600 MW installed capacity) had been awarded; 
Itaipu is scheduled to begin initial power production by 
1983-4. 


In the nuclear energy field, construction continued in 1978 
on Brazil's first commercial nuclear plant, Angra I, a 
Westinghouse-supplied 626 megawatt light water reactor 
scheduled to start operation by early 1980. Construction 
has also begun on two West German supplied light water 
reactors, Angras II and III - the first two reactors to be 
built under the German-Brazilian Nuclear Agreement, each 
designed to supply 1,300 megawatts of electric power by the 
mid-to-late 1980's. 


Agriculture 


After a year in which agricultural output increased by 9.6 
percent contributing significantly to the overall economic 
performance, real agricultural output will not increase 
significantly in 1978. The primary reason for this poor 
performance was an unprecedented four-month drought that hit 
the important southern states of Rio Grande do Sul, Santa 
Catarina, Parana, Sado Paulo, and, to a slightly lesser extent, 
parts of Mato Grosso and Goias. Virtually all of Brazil's 
soybeans and wheat, two-thirds of its corn, and over one-half 
of its rice and coffee are produced in the affected states. 
Output of soybeans, originally estimated at 12.8 to 13 million 
tons, reached only about 9.7 million. Corn also registered 





a drop of 25 percent from original estimates. This year's 
wheat crop will not be substantially above the 2 million 
tons harvested in 1977 primarily due to effects of the 
drought in Parana. 


Earnings from agricultural exports will also be down signifi- 
cantly from 1977. During the first half of the year, coffee 
earnings were US$1,086 million, down from US$2,151 million 
during the same period in 1977. Soybeans and soybean product 
exports have been restricted since March, and will earn less 
than the $2.1 billion from last year. Corn, which for the 
last five years was an export commodity, will be imported 
this year in large quantities. Wheat imports will reach 
nearly 4.1 million tons, valued at over $500 million, up 

from the nearly $300 million in 1977. 


The new minimum prices for the 1978/79 crops were released 
recently. Minimum prices are important not only as a floor 
price for producers, but, more importantly, as a basis for 
obtaining loans to cover variable production costs. The 
average increase in the minimum prices was 33.5 percent, 
down slightly in real terms. For certain specific important 
crops, the increases were: soybeans 33.7 percent; corn 38.5 
percent; rice 40 percent. Initial producer reaction has 
been moderately favorable. 


Foreign Trade and Balance of Payments 


In spite of some deterioration in the trade account in 1978, 
the overall balance of payments will register a surplus owing 
to ready Brazilian access to foreign loans on improved terms. 
The first semester brought a trade deficit of $456 million 
which is expected to increase to $500 - 750 million by the 

end of the year. Foreign capital inflows offset the overall 
deficit on current account and contributed to an increase in 
gross reserves from $7.2 billion at the end of 1977 toa 

level in excess of $8 billion by the end of June 1978. 
Minister of Finance Simonsen said in August that gross foreign 
reserves could reach $10 - 11 billion by the end of the year. 
The increased foreign borrowing that would be necessary to 
bring about this growth in reserves implies a 25 percent rise 
in Brazil's gross foreign debt - public and private - to about 





$40 billion at the end of 1978. Exports declined primarily 
due to a $1 billion (50 percent) drop in coffee earnings, 
related to both lower world prices (23 percent) and lower 
export volume (35 percent) than in the first half of 1977. 

A 40 percent increase in manufactured exports largely offset 
the losses in basic commodities, accounting for nearly 50 
percent of total exports. Export earnings in 1978 may more 
or less equal the 1977 level of $12.1 billion. This lack of 
growth is inconsistent with Brazil's historic export perform- 
ance and is the cause of the reemergence of a trade deficit 
in 1978. 


Brazil's imports grew by 5.6 percent in the first semester 
of 1978, compared to the same period of 1977. Of total pay- 
ments of $6.3 billion, petroleum accounted for approximately 
one-third. Imports of capital goods increased 9 percent 
while consumer goods imports increased by 16 percent. Imports 
continued subject to various restraints, including the 100 
percent prior deposit requirement, selective outright pro- 
hibition, and selectively high tariffs. 


In the face of exporter demands for more substantial exchange 
rate devaluation, Minister Simonsen has reiterated his commit- 
ment to the existing system of periodic mini-devaluations. 
Through August the annual rate of depreciation of the official 
dollar-cruzeiro exchange rate was about 27 percent. 


Brazil seems to have made a conscious decision to take advan- 
tage of prevailing favorable market conditions to borrow in 
excess of current financing needs. Brazil is now regularly 
obtaining Eurodollar credits of up to 12 years, with 5-6 
years grace, at 1 1/4 percent spread over LIBOR. The Finance 
Minister has stated that he wants to leave the new government 
in 1979 with a healthy level of gross foreign reserves. This 
could provide an element of confidence as Brazil enters a 
period of increasing foreign debt service requirements and 
perhaps temporary uncertainty regarding economic policy 
priorities as the government leadership changes in March 1979. 





Part B. Implications for the United States 


Import Policy 


At the beginning of the year predictions of a comfortable trade 
surplus gave rise to some hope that the Brazilian Government 
might be prepared to relax its import restrictions. However, 
the effect of the drought on the trade balance makes any 
relaxation this year extremely unlikely. The list of non- 
essential items (mostly consumer goods) for which import 
licenses will not be issued was extended for still another year 
and the 100 percent prior import deposit has been continued. 
Early in the year textile machinery was added to the list of 
suspended imports, but this ban was lifted in May. In June 

the Government announced that because of the worsening balance 
of trade prospects, imports by state enterprises would be 
reduced by $400 million during the year. , 
As a result of these policies, and other measures designed to 
restrain the rate of economic growth, imports have risen only 
modestly during 1978. Imports from the United States rose more 
rapidly, however, partly as the result of increased wheat imports, 
and reached $1.1 billion in the first five months of the year, 
compared with $945 million in the same period of 1977. This 

17.6 percent increase gave the United States 21.4 percent of 

the Brazilian import market, compared with 17.1 percent in the 
first five months of last year. 


In spite of the Brazilian Government's general policy of 
restraining government investment and discouraging imports, high 
priority is given to petroleum exploration and production, 
electric power generation and distribution, the petrochemical 
industry, and the steel industry. The electronics industry, 
with GOB support, has made a healthy start and is expected to 
grow rapidly over the coming years, but with a heavy dependence 
on imported equipment and components. Prospects are prticularly 
good for US sales to Brazil of off-shore oil drilling equipment, 
secondary and tertiary oil production equipment, electric 

power transmission and distribution equipment, chemical and 
petrochemical equipment, electrical equipment for steel mills, 
electronic production and test equipment, electronic components, 
mining machinery, metalworking equipment, computers and peripherals 





(except for minicomputers), process control instrumentation, 
health care equipment, wood processing equipment, and tele- 
communications equipment (except for telephone central exchange 
equipment). 


Investment Policy 


The GOB's general policy is to encourage foreign investment as 
a source of needed capital, technology, and management know- 
how, but the Council for Industrial Development (CDI) has 
become more selective in the granting of investment incentives. 
This increased selectivity is not directed only at foreign 
investors. In May 1978, for example, the CDI adopted a policy 
designed to avoid fostering over-concentration of industry in 
metropolitan Sao Paulo by reducing from 126 to 22 the industrial 
sectors in which investment incentives will be granted in that 
area. Another recent requirement that new industrial projects 
adopt the metric system was said to be designed to ensure the 
acceptability of the products in the export market. The CDI 


has also announced that the decline in approvals this year is 
partly the result of greater attention being paid to the 
efficiency of project proposals in order to avoid fostering the 
creation of industries which would not be viable without con- 
tinued government protection. 


The above-mentioned restrictions apply to projects by Brazilian 
as well as foreign companies. However, other recent actions 

by CDI indicate that it is becoming increasingly difficult for 
foreign firms to get project approvals in sectors where Brazilian 
manufacturers already exist. A long-pending application by one 
U.S. firm was approved only when it took one of the existing 
Brazilian manufacturers as a partner. A German proposal to 
produce large-diameter seamless pipe was approved only on the 
condition that 80 percent of the production be exported. A 
Canadian proposal to produce cane-harvesters was rejected 
because of opposition from Brazilian farm machinery producers, 
and a U.S. project to produce cranes has been stalled for years 
as a result of debate over whether existing Brazilian capacity 
is adequate or not. 


In certain sectors the Brazilian Government has moved officially 
to restrict the market to Brazilian-controlled firms. In 





December 1977 the Government moved to limit the manufacture of 
minicomputers to four Brazilian-owned firms. More recently, 

the Ministry of Communications announced that the stored program 
control telephone exchanges which are to be installed in the 
major cities can be supplied only by firms in which Brazilian 
citizens have a majority interest and effective control. 


In one area, however, the treatment of foreign investment has 
improved recently. In May 1978 FINAME, the industrial finan- 
cing subsidiary of the National Development Bank, rescinded 
the suspension of financing of equipment produced in Brazil by 
foreign controlled companies which had not already been 
registered by that agency as eligible suppliers. However, 
new foreign companies must meet certain conditions in order 
for their products to qualify. In the case of standard pro- 
duction items the degree of national content will have to be 
at least as high as the level achieved by any producer in 
Brazil. In the case of custom-made equipment approval will 
be given only if there are less than four producers of the 
product already registered with FINAME and if the level of 
national content exceeds by at least 10 percent the highest 
level existing in the country. 


Technical Data Control 


In recent months INPI, the Brazilian agency controlling patents, 
licensing agreements, and other technical data transactions, 
took two actions designed to tighten its control over payments 
to foreign countries for technical data imports. A January 
measure, applying to the automobile industry, prohibited pay- 
ment to firms abroad for pro-rata share of general research 

and development as well as for new model designs, but permitted 
payments for design of engines and components not yet made in 
Brazil. A May 10 measure requires Brazilian companies to 
consult with INPI before concluding negotiations for the pur- 
chase of foreign technology. Although ostensibly only a pro- 
cedural measure, the general assumption is that it is intended 
to permit INPI to impose restrictive conditions on technical 
data contracts as the outset of the negotiations rather than be 
faced with the choice of either accepting or rejecting a 

signed contract. 
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BRAZILIAN KEY ECONOMIC INDICATORS 


Exchange rate on August 29, 1978 1978 


US: 521.00 CR.$18.75 1976 1977 Change Projections 


National Accounts 
GDP in Current Dollars (billions) 1/ $145.9 $164 - 
GDP Growth in Constant Cruzeiros (%) 9.2% 4.7% 4-5% 
Per Capita GDP, Current Dollars $1325 $1452 i $1500-1600 
Gross Fixed Capital Formation 
(US$billions) 34.8 36.5 $38-$40 


Manufacturing Production 
Annual Growth rate (%) 5-7% 
Automobiles (thousand vehicles) 960-990 
Steel Ingots (million Mt) . 12.4-12.8 
Industrial Electricity Consumption for 
Rio-Sao Paulo (billion Kwh.) * = 19-21 
Cement (million Mt) é = 21-23 


Wage Trends 
Avg. Annual Minimum Guidelines for 40.16% 
Wage Adjustments 
Monthly Average Wages in Manufacturing 
(Index: 1972 = 100) 


Money and Prices 
Money Supply (Ml, year-end, billions of Cr) 236.5 


General Price Index (1965-67 = 100) 1010 
Wholesale Price Index (1965-67 = 100) 852 
Cost of Living - Rio (1965-67 = 100) 877 


Balance of Payments and Trade (US$ billions) 
Foreign Exchange Reserves 


Total Foreign Debt 
Annual Debt Service 
Current Account Deficit 
Exports (FOB) 
Primary Products 
Industrial Products 
Imports (FOB) 
Petroleum 
Intermediate Goods 
Capital Goods 
Consumer Goods 
Trade Balance 
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1/ All dollar figures for 1976 and 1977 were obtained by using average exchange 
rates for each period; respectively, 10.67 and 14.14 cruzeiros/dollar. 
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